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1. Introduction

From 2007 througR013, U.S. index domestic equity mutual funds amB<€received $795 billion in
cumulative net new cash and reinvested dividenus$aathe end of 2013, index mutual funds and laege
ETFs heldb1.2 trillion and $450 billion in assets, respeelyv Actively managed domestic equity mutual
funds had outflows of $575 billion (Investment Camp Institute, 2014). The dramatic increase in aginie
of U.S. corporations by passively managed fundseramnportant issues for the corporate governandfienag
because it is uncertain to what extent passivelyagad funds have the capacity and interest to monit
corporations.

The academic governance literature proposes twn ateinnels through which large institutional
investors can affect corporate governance decisibuise and exit (the “Wall Street walk”). Both airzels
however appear ill-suited for index tracking ingiidns. The voice channel, in which institutionatéstors
actively interact with management to voice theeferences, seems expensive for low-cost and lowheael
passive institutional investors that cover thousasfastocks. The exit channel is not availablestitutional
investors who track indexes and are often paiddxking error. Passive institutional investorsshhat they
have a fiduciary duty to exercise governance ansiogiéor example through informal meetings with
management and through voting at annual generaimgselt is not clear, however, how active theglireare
in corporate governance. Organizations such agutishal Shareholder Services (ISS) that give vote
recommendations to institutional investors at ahgaaeral meetings have rapidly grown and therstgxi
evidence that many institutional investors mechehjidollow their advice so that they can provehave
complied with their fiduciary duties (Malenko ante®, 2015).

In this paper, we ask whether the increase in palysinanaged institutional ownership changes the
governance of corporations to the detriment ofedfiaiders, or whether index tracking institutiongtipgpate
in governance as much as more active institutibre®rporate governance worsens, do managers take
advantage of a change in their firm’s shareholteictire towards more passive ownership to advtrae

personal interests?



We concentrate on two corporate governance arei wkecutives may rapidly influence after a
change in the balance of power in corporationse-bthard of directors and their relative power i th
organization measured by an accumulation of t{#eg., Morck, Shleifer, and Vishny, 1989). We also
examine whether passive institutional investorstbeg main governance device, shareholder proppsaire
actively. We study announcement returns to mergeagsacquisitions to test whether agency costsigheh
and whether managers can reap personal gains frgmineebuilding after increases in passive ownetship

One challenge for our analysis is the endogenouseaaf a company’s shareholder structure. It is
plausible to expect that a firm’s shareholder stnecis influenced by firm characteristics thabalsive
changes in governance. For example, Brav et ad82find that hedge fund activists target firmst thave a
low market value relative to book value, low paymtios, more takeover defenses and high CEO pag.dd
the contributions of our paper is therefore to-use addition to the standard OLS approach — pdysi
exogenous changes in a firm's shareholder structime exogenous change is driven by the annual
reconstitution of the Russell 1000 and the Rug¥D indexes, following Chang, Hong, and Liskovich
(2015). The reconstitution of the indexes changesshareholder structure because the Russell h@eg i
(the largest 1000 U.S. stocks by market capitatimpand the Russell 2000 index (the 10643000 largest
U.S. stocks by market capitalization) are valuegivegd. A stock moving from the bottom in the Rus$@00
index to the top of the Russell 2000 index will tse much more important to an index tracking ingtn.

Using a sample of U.S. stocks from 1993-2010, we &ividence suggesting that corporate executives
use the (index reconstitution driven) exogenousghan the shareholder base to influence corporate
governance to advance their personal interestdintfehat the power of CEOs increases in firms waitbre
passive owners. The likelihood to become chairmigre@sident increases significantly. While the fi@t of
independent board members does not change, wéhfiniéh firms with more passive investors, indepemd
board turnover decreases so that directors sengetderms. Interestingly, the incidence of a brioasket of
governance related shareholder proposals doeange following changes in the shareholder basighwi
consistent with these shareholder proposals nagheitiated by the passive, index tracking insiinal

shareholders that form the basis of our study.



Are the observed changes in governance good ofobathareholders? The answer is not obvious. For
example, more powerful CEOs may be able to have imfiluence on the firm and help the firm succesd.(
Adams, Almeida, and Ferreira, 2005; Adams, Almeddal Ferreira, 2009; Anderson and Reeb, 2003;
Fahlenbrach, 2009) but are also more entrenchedhagde able to carry out actions that are to theisonal
benefit but to the detriment of shareholders. Agner this question, we examine the announcemtmnee
to two governance changes — the accumulationle$ énd new director appointmehté/e find evidence that
shareholders react more negatively to the accuionlaf titles and the appointment of new direciorfrms
with more passive owners, consistent with thesegmnce changes being value-decreasing.

Finally, we examine whether firms undertake moreedecreasing mergers and acquisitions after
exogenous increases in passive ownership. Jen386)(@mphasizes that value-destroying M&A actiisty
one of the main mechanisms for extracting privatedtits in public corporations. Masulis, Wang, el
(2007) empirically show that managers of firms wihs effective corporate governance indeed enigage
more value destroying acquisitions. We find stremglence that the cumulative announcement retarns t
mergers and acquisitions decrease after exogenoreases in passive ownership and that the reduetio
shareholder value is economically meaningful idadderms. In additional tests, we show that theeséirms
make worse M&A decisions after they experiencexagenous increase in passive ownership.

Our paper’s hypotheses are firmly grounded in sagstheory and relate to several strands of the
empirical literature on institutional ownership agal/ernance that we review in Section 2. A fewgrause
an identification strategy similar to ours. ChaHgong, and Liskovich (2015) recognize that index
reassignments of the Russell indexes provide agesraus variation in ownership. Chang, Hong, and
Liskovich (2015) examine asset pricing implicatiosisch as price pressure and asset correlatioirgy te
same identification strategy, Crane, Michenaud\ategton (2015) focus on payout policy and show that

exogenous increases in institutional ownership teddgher payouts. Fich, Harford, and Tran (20di®8lyze

' We take great care to only examine announceméuliseztor appointments and accumulation of tithest are
communicated on days without confounding news.



acquisition outcomes, Boone and White (2015) amafiym transparency, and Mullins (2014) analyzes
executive compensation.

The closest paper to ours is the article by Appekmley, and Keim (2015). They also analyze how
passive investors impact corporate governance @uptbg the Russell index reconstitution to establish
causality. Appel, Gormley, and Keim (2015) exantiasic corporate governance characteristics such as
removal of poison pills, establishment of equaingtights, or an increase in board independergmel,
Gormley, and Keim (2015) choose these charactesibicause the largest passive institutional iovest
themselves describe them as important in publiedpes or publications. Appel, Gormley, and Keiml&)0
argue that these characteristics are targeted dethey require a relatively low level of costlymitoring.
They find that several governance mechanisms ingowath more passive ownership and that voting bisnav
at annual general meetings changes. While theyotlind improvements in firm performance for their
overall sample, they provide some evidence of bé&itey-term accounting performance in subsets @if th
sample. Overall, Appel, Gormley, and Keim (201%r#iore draw conclusions that appear more posititie
respect to the role of passive institutional ingesthan ours.

We believe that the results of Appel, Gormley, Keim (2015) and our results are not inconsistent
with each other. Much of our evidence on value-catlyiactions of managers after increases in passive
ownership comes from an analysis of announceméntieto board appointments and mergers and
acquisitions which are much more costly to morfiborpassive institutions than the basic corporate
governance characteristics that Appel, Gormley,kagich (2015) study. Hence, it could be that the raifl
passive institutional investors for corporate goaeice is more complex than originally thought. Moassive
ownership affects corporate governance positivdigmit comes ttow-costgovernance activities such as
consistently voting according to a pre-defined paogat annual meetings or endorsing removal ofgmois
pills and staggered boards. However, more passiweiship affects corporate governance negativedy an
reduces shareholder value when it comdsdh-costgovernance activities such as monitoring of merged
acquisitions, the choice of board members, or tioairmulation of titles that often happen outsidamfual
general meetings and require continuous monitoring.
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Differences in methodology and analyzed outcom&lbbes may help explain the difference in our
and their finding on board independence. First,@dp@ormley, and Keim (2015) use the membershipén
Russell 2000 as an instrument for passive institali ownership, while we employ the actual indekaving
firms as a source of variation in passive institodil ownership. Second, in our empirical settingdeenot
condition on Russell's float-adjusted market cdjzigtion. Third, Appel, Gormley, and Keim (2015)fide
passive institutional investors as all index-tragkinutual funds including those that track non-Rliss
indexes such as the S&P 500, while we focus ofuatls and ETFs which have the Russell 1000 or 2800
their primary benchmark and are thus affected byinitlex reconstitutiohThese methodological differences
could explain the different findings with respeztibard independence.

The remainder of the paper is structured as foll@&estion 2 reviews the theoretical and empirical
literature on the monitoring incentives of instidutal investors and derives testable hypothesestioBe3
contains a description of the sample. Section #nast our empirical approach and presents thetsesnl
changes in corporate governance, shareholder@eadt these changes and our analysis of mergérs an
acquisitions. Section 5 shows robustness testsSantion 6 concludes. Appendix A describes the
construction of the Russell indexes, the validitpar instrumental variables and details on theuation of
the market capitalization. Appendix B containsadtiption of how we collect the announcement diates

director appointments and CEOs gaining and losilest

2. Literaturereview and empirical predictions

There is a large theoretical literature on con@tatt ownership and monitoring by institutional istegs
focusing on the two channels voice (activist inetion) and exif. Theories of activist intervention generally

model a free-rider problem. An activist fully be#ine cost of intervention but shares the benefits o

2 The correlation between their and our measuredssive ownership is 0.30. Our passive ownershgiibn is higher
(approximately 6% instead of 3% in Appel, Gormley &eim 2015), and our jump in passive ownershiuad the
index threshold is double their jump.

% Crane, Michenaud, and Weston (2015) extensiveigudis the different methodologies that have beed imsthe
emerging literature on using index-reconstitutioveh changes in institutional ownership for idéaétion.

4 See Edmans (2014) for an excellent survey oftiberetical literature.
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intervention with other shareholders. Theoreticatkasshows that institutional investors need to @vn
significant fraction of shares to overcome the-fiider problem (e.g., Shleifer and Vishny, 1986ktitutional
investors as a group hold in excess of 60% of gapitarge U.S. corporations, but it is rare thairggle
institutional investor holds more than 10% of egiita single firm. Edmans and Manso (2011) shaat ¢h
block held by multiple investors weakens the int@ition channel because it creates a new freepiddlem.
Hence, both models suggest that the voice chasmaitian effective governance mechanism for thé wel
diversified passive institutional investors that ttre subject of our study, although they may ctillely hold
a large stake in any given firm.

Admati and Pfleiderer (2009) and Edmans (2009) sthawlarge shareholders can also exert
governance through an alternative channel, theldesthreat of exit. Edmans and Manso (2011) sHuat t
splitting a block among multiple shareholders cateptially enhance the exit channel if agency peots are
severe. We examine the ownership changes of passtiaitional investors who are often being pajyd b
tracking error. Such a compensation scheme makesxihchannel unattractive and less credible t&xau
deviations from the index return caused by exclgdao many firms are privately costly to fund maeag

Recent theoretical papers integrate both the \arickexit mechanism of institutional investor
governance (e.g., Levit, 2014; Dasgupta and Piaugr2015). Levit (2014) shows that the threatxf e
improves the effectiveness of the voice mechanBasgupta and Piacentino (2015) show that when rhutua
fund managers compete for investor capital, theat of exiting investments loses its credibilapd also
weakens the voice channel. Given that most of #ssige institutional investors in our sample beltmtarge
mutual fund families, the predictions of the Lgf@#014) and Dasgupta and Piacentino (2015) modegltgest
that passive index investors have a disadvantagmiritoring relative to more active investors.

Our work is also related to the empirical acadditécature on the monitoring capacities of
institutional investors. Several papers cautioruélite monitoring abilities and incentives of passi
institutional investors, citing a variety of issuB®e (1990) describes the regulatory constramposed on
many mutual funds and pension funds that couldgarethem from buying large stakes and monitoriragge
passive institutional investors are potentiallycemmed about losing money management business (e.g.
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Brickley, Lease and Smith, 1988; Davis and Kim, 20@nd delegated portfolio management at the $arge
institutional investors introduces agency probleriss own (e.g., Diamond, 1984; Woidtke, 2002)hié
above papers are right about the monitoring atitofdsome passive institutional investors, we mtetiiat an
increase of passive ownership leads to negativelsbler value consequences. We test this prediasong
M&A transactions.

There is also a more positive view on the monipdapabilities of institutional investors once
investor heterogeneity has been taken into acc8uoadly speaking, institutional investor monitarin
becomes more important if the institution’s holdirage more undiversified, if they hold large blocksd if
they have board or management representation. Aghém Reenen, and Zingales (2013) find that fiwitk
more active institutional investors invest moreamporate innovation, while there is no such asgimsi for
firms with more passive investors. Fich, Harfadd Tran (2015) show that institutional investorhwan
important stake in firms targeted in M&A deals pivgly influence acquisition completion rates aacet
deal premiums. Cronqgvist and Fahlenbrach (2008)atty take institutional investor heterogeneiityo
account and show that the institutions with thetnirapact are active investors with larger stakes lamard
representation. Brav et al. (2008) show that hddge activists have an impact on corporate polieied
governance. Bertrand and Mullainathan (2001) fived CEOs are rewarded for luck in their compengatio
except in instances of oversight by a large shaddehoHartzell and Starks (2003) find that increhse
monitoring, measured by institutional ownershipeantration, is associated with a higher fractioa @EO's
salary that is paid in equity.

Based on the above theoretical and empirical papemrxplore whether an exogenous shock that
increases the ownership of passive institutionastors may lead to a decrease in monitoring anto
increase in CEO power and entrenchment. We thergi@dict that the exogenous increase in passive
institutional investors is associated with a baafrdirectors that is friendlier towards the CEO. Yokow the
approach of Shivdasani and Yermack (1999) and exathie appointment of new independent directors.
Shivdasani and Yermack (1999) show that if the GE@werful or a member of the nominating committee
less new independent directors get appointed. @ondlly on appointing a new independent directioe,
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announcement return is negative if the CEO is wealin the selection process. Applied to our sgftive
expect director appointments in firms with moregpas institutional investors to be associated \pitorer
announcement returns because it is more likelytheaCEO interfered with the candidate choice.

Our main measure of CEO power is the accumulatiditles as in Morck, Shleifer, and Vishny
(1989), Adams, Almeida, and Ferreira (2005), andddpNanda, and Seru (2011). If the CEO is also
president of the company or chairman of the bo&directors, his influence increases. If she isdhairman,
she can direct board initiatives, whereas servieg @s a president makes her more difficult todpdaced as
CEO since there is no president available who oaneed her (Naveen, 2006). We also predict that@#ses
in CEO power after reductions in institutional ist@ monitoring are detrimental to shareholderabee
CEOs become more entrenched. Existing empiricalesre, although examining different outcome vaespl
suggests that this is the case. Morck, Shleifat \éshny (1989) show that board-induced CEO turndse
less likely when the CEO has accumulated morestiémilarly, Morse, Nanda, and Seru (2011) show ho
CEOs use their power to manipulate incentive catgrand generate private benefits. We predicttheat
announcement returns to news that CEO power inese@® lower if they occur after increases in passi
institutional ownership.

There is some evidence that passive and well-dfigtsnstitutional investors, in particular pensio
funds, get involved in firm governance through shatder proposals and informal discussions. Cahery,
Sautner, and Starks (2015) provide survey eviddratanstitutional investors privately talk to pfoito firms
and, whenever their investment strategy allows gasernance-motivated exits. But their survey alsows
that institutional investors generally rely on pradvisors’ vote recommendations. Carleton, Nelsod,
Weisbach (1998) show that active, private negaiiatibetween TIAA-CREF and their portfolio firms gbon
governance issues and that TIAA-CREF are typicallgcessful in obtaining their objectives. They hesve
also show that TIAA-CREF focus on a small numbepraky-related topics and typically target the &s1g
firm in a given industry, likely because of resaiopnstraints. Del Guercio and Hawkins (1999) stiat

pension fund shareholder proposals have a signifiogpact on company policies, especially those by



CalPERS and CalSTRS. Yet, Gillan and Starks (260i)e to the conclusion that there is little evideot
improvements in performance of firms targeted bil-diwersified pension funds.

Based on the above papers that show an impactiofynmaore active pension funds on the number of
shareholder proposals and their success of pasgigtedict that the incidence of shareholder psafgodoes

not change when passive, index tracking institai@wnership increases.

3. Data and summary statistics
We obtain data from Russell Investments, Thomsand®ge, Compustat ExecuComp, Compustat Annual,

CRSP, Riskmetrics/IRRC, SDC Platinum and electr@&€ filings (8-K).

3.1. Sample construction

The starting point of our sample is data on indenxstituents for the Russell 2000 and Russell 2006x
provided by Russell Investments from 1992 to 2@Russell Investments ranks all U.S. stocks accortting
their raw market capitalization by the end of Magle year using a proprietary measure. The raw rharke
capitalization ranking also takes into account stidnat are not part of a firm’s free-float (fotalks on the
methodology, see our Appendix A, Chang, Hong, asldvich, 2015; Russell Investments, 2011). The
largest 1000 firms by raw market capitalization rmembers of the Russell 1000 index, whereas thedus
2000 index consists of firms with a rank basedaw market capitalization between 1,001 and 300@ex
reconstitution takes place once a year. We mat$etB000 stocks each year by CUSIP to CRSP, Coatpust
and a mutual fund holdings dataset (Thomson Regigkto obtain stock market, accounting, and

institutional investor holding data.

> Starting with its 2007 reconstitution, Russellietiéd a banding policy around the 1000 cut-offeduce index
turnover. If an index member's market capitalizatiod not deviate much from the threshold, it remediin its original
index (see Russell Investments, 2011; Chang, HamgdjLiskovich, 2015 for details).
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We aggregate the ownership of all mutual fundsexuthange traded funds whose primary
Morningstar Benchmark is one of the Russell 100Bwssell 2000 indexes (total return, value, or gnW
These are the passive institutional owners wholdhmimost affected by the Russell 2000 and Rug2ee
index reconstitution and who drive the previoustgamented changes in ownership at the reconstitutio
threshold. We match these passive institutionastors by fund manager number to the Thomson Reuter
s12 data on stockholdings of mutual funds, andthddholdings by Russell 1000/2000 exchange tracliedsf
by hand’ In the remainder of the paper, we refer to theership of these Russell index tracking institutions
as passive institutional ownership.

One could also have used the quasi-index trackistifutional investor category of Bushee (2001) to
identify passive institutional investors. Bush2e(Ql) distinguishes between transient institutitias have
high portfolio turnover and diversified portfoliodedicated institutions that have low turnover arate
concentrated portfolio holdings, and quasi-indeximggitutions that have low turnover and diversifie
portfolio holdings. Our approach has three advaga@/e look at the self-declared benchmark of iddi
funds and thus we identify mutual funds and ETFs #ne affected by the index reconstitution inemolway.
Second, one potential limitation of Bushee’s (20€la}sification is that it is based on Thomsond&h
which aggregates data at the fund family / ingttutevel. The aggregation adds noise to a medhateseeks
to track only a subset of funds. For example, therfison Financial 13f data has one entry for Figlelit
Management and Research, which aggregates holaimgss thousands of different funds. While Bushee’s
classification would identify Fidelity as a quasdexer, only a subset of its funds tracks the Russkexes
and is affected by the index reconstitution. Thihgyre are some misclassifications of active intstihal
investors as quasi-indexers. For example, TIAA-CRE#& CalPers are considered QIX investors in Bushee
classification, but Carleton, Nelson, Weisbach @%hd Del Guercio and Hawkins (1999) convincingly
show that they are quite active in governance.drhevback of our approach is that the level of passi

institutional ownership is lower relative to thqsapers that use Bushee’s (2001) classification. évew

® We use the benchmark classification provided hgjiéo (2013). His data is available until Decem®@09. To make
use of our complete sample, we use the mutual @mthmark information from 2009 also for 2010.
" In particular, these are the Russell 1000/2000s54Rhe Ishares family.
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identification in all papers that use the same grpmt does come from the set of funds we iderifg the
percentage changes in passive ownership are cobipaeoss papers. Overall, we believe that ourcamh
offers advantages. We nevertheless discuss irthestess section how our results change if wehese
Thomson 13f data and a modified Bushee (2001)ifilzetion that removes more active owners instead.

Board of director and shareholder proposals datdram RiskMetrics/IRRC. We follow Cufat,
Gine, and Guadalupe (2012) and analyze sharehgidposals that change any of the governance pomgsi
of the G-index of Gompers, Ishii, and Metrick (2D&3 make overall governance more shareholderdtijen

Merger and Acquisition (M&A) announcement datesva#i as M&A deal characteristics are from
SDC Platinum. The sample selection criteria arélairto Moeller, Schlingemann and Stulz (2005). We
include in our sample all completed deals in whiehacquirer controls less than 50% of the shdrteeo
target at the announcement date and obtains 10@B& ¢drget shares. In addition, the deal valuadas
equal to or greater than $1 million and represtlgast 1% of the acquirer's market capitalizatidwe, target
has to be a public firm, private firm, or subsigliaand the deal has to be successfully completésmthan
1,000 days and we exclude withdrawn deals. We dinotude withdrawn deals in our analysis because w
cannot determine whether the acquiring firm madatsampt to increase its shareholdings from (lean)}t
50% to 100% or for example from 25% to 75%. More&ply focusing only on completed transactions we do
not rely on the market's expectation that the détlbe completed (Masulis, Wang and Xie, 2007). 0
exclude deals with estimated announcement dates.

Data on appointments as president or CEO as waldapendent director appointment dates are
collected from 8-K filings electronically availabée the SEC, taking care to remove announcemeats th
happen concurrently with confounding events (emgrger announcements). Appendix B provides details
the procedure used to obtain those announcemaeatite T contains definitions of all variables andi¢ates

the respective source of data.

3.2. Summary statistics
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Table 2 provides summary statistics for key vagabWe winsorize all variables at théahd the 99
percentiles. The mean (median) market capitalinadfcssample firms is $3,093 million ($665 millio@nd the
mean index weight for each stock is 0.06%. Passatéutional investors hold on average 5.5% ofghares
of sample firms. The mean (median) change in pasastitutional investors is 0.28% (0.23%). The CEO
also chairman of the board in 58.3% of firm-yeasaations, and president in 53.7% of all firm-year
observation§.The average annual change in the chairman aniipréposition is 2% and 2.7%, respectively.

The board of directors consists of 67.7% (71.4%gpendent directors for the average (median) firm-
year. These statistics are very close to thosetegbin other recent board studies. Masulis andddB014),
for example, report an average (median) of 66.29@2%) of independent directors. Board independénoa
average increasing by 1.6% during our sample pewbéth is similar to numbers provided in earliardies
(e.g., Linck, Netter, and Yang, 2008). During therage firm-year, a firm adds 0.78 new independent
directors to its board, which conditional on bosizk, corresponds to an independent board turrai\8%?
Finally, in 6.5% of all firm-years, shareholdersladG-index related shareholder proposal to thadaef the
annual general meeting, which is close to the aig reported by Cufiat, Gine, and Guadalupe (2012).

The merger and acquisition deal characteristieczuoample are as follows: 25% of all targets are
publicly listed firms, 42% are private firms ane tfemaining are subsidiaries. 26.5% of deal consiit® is
paid in shares, 0.3% of all sample deals are legstild in 1.0% of all deals, there are multiple petimg bids.
The average ratio of the deal value to acquireketaralue is 18%, and in approximately 60% of deals
acquirer and target share the same first two digiteeir primary SIC codes. These statistics @ny ¢lose in
magnitude to those reported by Moeller, Schlingemand Stulz (2005) for a large sample of dealwben
1980 and 1997.

Our sample contains 144 announcements of the C&®oaktaining the chairman or president

position. The average and median announcemenhsztuie close to zero. We are able to obtain

8 Linck, Netter, and Yang (2008) find for their samfhat the CEO is chairman of the board in 58.3%lldirm-year
observations.

° Fahlenbrach, Low, and Stulz (2014) find an unctmdal probability of outside director turnover 6%, which is
very close to the 8% we report.
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announcement dates for 1,991 new independent dirappointments. The average (median) Fama French 4
factor cumulative independent director announcemetatns are 0.349% (0.129%). This CAR is estimated
during the four-day window [-4, 0], in which day™@quals the filing date of form 8-K. The form 8Hés to

be filed within two business days with an automatitension of two business days.

There are 9,125 mergers and acquisitions betweg® d:9d 2010 that satisfy our sample selection
criteria. The average Fama French 4-factor cunmdabnormal return to mergers and acquisitionsuiffge
firms is 0.369% and the median cumulative abnometairn is 0.161%. The CAR is estimated during the
window [0, 1], with day “0” being the merger anneement date. The CARs are comparable in magnitude t
those reported by Masulis, Wang, and Xie (2007¢yTdstimate an average CAR of 0.215% and a median

CAR of 0.105% for a large sample of M&A deals anmmed between 1990 and 2003.

4. Empirical methodology and results
We briefly describe our identification strategyldaved by the results on changes in governancetand

shareholder value implications of such governamheamges.

4.1. Empirical methodology
We first analyze the effects of changes in pagsisttutional ownership on corporate governancarirOLS
framework with first differences:

Ay = ay + 0; + b, AX; + cAPassive institutional investors;; + €, D
whereAy;, is the change in the governance variabjendicate year-fixed effects; industry-fixed effects,
AX;; are changes in firm characteristics, @fssive institutional investors are changes in the ownership of
passive institutional investors. Using first difaces removes any firm-specific time-invariant sestable
variable, but it cannot address other issues ssicewv@rse causality or omitted time-varying vagabWe

therefore also develop an instrumental variable@gh and estimate it in a standard 2-stage lgastas
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estimation framework. The first stage is a regogssf changes in passive institutional investonevship on
a set of instruments:
APassive institutional investors;, = a; + 0; + bAX;; + B111000,i,t-1 ~ 2000t
+B212000,it-1 = l1000,it T+ 5(ranki,t - ranki,t—l) + Ui, (2)
wherea, indicate year-fixed effect$, are industry-fixed effects, ards;, are time-varying firm
characteristics included in the second stage. @iriments for passive institutional ownershipaare
indicator variable equal to one if a firm switchiemm the Russell 1000 to the Russell 20Q640,; -1 —

Ir000,:¢ » an indicator variable equal to one if a firm shis from the Russell 2000 to the Russell 1000,
I000,it-1 = T1000i¢ » @S Well as the difference in ranks based ondhennarket capitalization of the firm in

yeart and yeat-1.*° Chang, Hong, and Liskovich (2015) show that tmeant of money benchmarked to the
Russell 1000 and Russell 2000 are approximateflgeofame order of magnitude. But since the indares
value-weighted, the market-capitalization basedtsi of the lowest ranked members of the Russél Hie
approximately ten times smaller than the weightthefhighest ranked members of the Russell 2000c&]e
Russell index tracking institutions will significdyincrease their holdings of firms that switcbrir the
Russell 1000 to the Russell 2000 and decreaseotmbs of firms that switch from the Russell 206ahe
Russell 1000. At the index threshold, the diffeesin market capitalizations are minimal, anddlae no
other criteria by which index inclusion is detergin Index assignment of firms close to the thresiwl
basically random, and we exploit the exogenousatiari in passive institutional ownership stemmiranf
changing the index for identificatiof}.Fig. 1 plots the ownership of Russell 1000 andseli£000 index
tracking institutions against the rank implied byrmarket capitalization. Fig. 1 shows a cleargumthe

ownership of passive Russell tracking institutianakstors around the market capitalization thr&sfrank

'®Fich, Harford, and Tran (2015) follow a similartinsnental variable approach that is based on issétching firms
and rank changes to examine the impact of actstitutional investors.

' A potential concern for firms which experienceage change in market capitalization and switchrex is that such
change is related to some unobservable compongmasfcorporate governance, which would violateghausion
restriction. We control explicitly for changes irarket capitalization and the initial market cag#ation in all
regressions to mitigate this concern. In additiwa,employ additional tests in the robustness seatinere we re-
estimate the main regressions on a sample withsmbll changes in market capitalization.

15



1000) that determines whether a firm belongs tdhgsell 1000 or Russell 2000. The jump is in ttesljcted
direction: Firms just above the threshold havegaiicantly higher ownership by passive institutibn
investors. Table 3 confirms the results of Figa & iregression framework.

Table 3 shows that the relevancy condition holdsjygiregression results of a change in passive
institutional investors on our instrumental varehlColumn 1 presents results for the entire sapgied,
Column 2 shows results from 2004 — 2010 (some ofesis are, because of data availability, resulitd this
subperiod), and Column 3 shows results for theestimple period, but with a restriction on firnasgwith
available governance data. Column 3 also include=t af typical control variables we will use later. All
three columns show that the instruments are retewahwork in the predicted direction. If a stockvas
from the Russell 1000 to the Russell 2000 indedextracking institutions increase their ownersHip.
stock moves from the Russell 2000 index to the 8U%600 index, index tracking institutions decie#seir
ownership. As a firm moves up in the market cajigion ranking and thusdnk; ; — rank; 1) is negative,
firms attract more passive institutional investerin an index since larger stocks allow them tmren
accurately track the index performance. The cadefitcon market capitalization in the prior yeanégative,
which shows that controlling for the change in raskaller firms experience larger increases inipass
ownership. In these regressions, we exclude firar-géservations if the firm got newly added to khessell
1000 or the Russell 2000 index, but was beforeiRussell index. We impose this restriction becamgst
of our governance databases include only S&P 1@ firms.

We then estimate in the second stage a regresktba ohange in the outcome varialdlg; on
changes in firm characteristid;, and the predicted change in passive institutiomalesship from Eq. (2):

Ay = ay + 0 + b, AX;; + yAPassive institutional investors,. + . 3)
The coefficient of interest ig which measures the effect of instrumented chaimgpassive institutional
ownership on changes in corporate policies. Weideoa more detailed description of the instruménts

Appendix A.
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4.2. Empirical analyses

We first show three sets of results that examing tltanges in passive institutional ownership alated to
changes in CEO power, the composition of the boadirectors, and shareholder proposals. In a skstep,
we examine the market reactions to director appwnts and announcements of cumulation of titles to
document that the corporate governance changes fiffa value. In addition, we show how M&A deal

characteristics are affected and how M&A announggmeturns depend on passive institutional ownershi

4.2.1. CEO power

Table 4 shows the results of OLS and instrumerataable regressions of the change in whether the {SE
also chairman or president on changes in passétigutional ownership and firm characteristics. @ohs 1
and 3 show the baseline OLS results. The basedmdts indicate that an increase in passive itigtital
ownership is positively associated with an incréadée likelihood that the CEO becomes presidamd,
unrelated to the likelihood that the CEO also bezwahairman of the board. CEOs are more likelyeto b
appointed chairman if past and concurrent perfoom@as good, and if assets grow significantly. CEOs
smaller firms are more likely to be appointed ptest or chairman. Column 5 shows the first stagalte for
our instruments, and Columns 2 and 4 report thdteesf appointment changes on instrumented passive
institutional ownership. Once we instrument passiwaership, increases in passive ownership lead to
increases in the accumulation of titles for the CE®ne percentage point increase in passive oWiers
increases the likelihood that the CEO becomes miaairby 1.7%, and the likelihood that the CEO isiglent
by 1.38%. The effects are not only statisticallyt &lso economically significant. The (unconditibreverage

annual change in CEO chairmanship and presideitiggusare 2% and 2.6%, respectively.

4.2.2. Board composition

We next examine whether exogenous increases iivpasstitutional ownership lead to changes atttbard
of directors level. Table 5 presents results far $sts of regressions. We first examine whethefrétwion of
independent directors changes after changes iivpassnership. The second set of results examirrethver
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new independent director appointments are moréyléiter changes in passive institutional ownership
Although related, the two sets of results answaightly different question. The first question askhether
boards become more or less independent after chamgbareholder composition. The second questks a
whether board turnover increases or decreasescafieges in the shareholder base although board
independence may stay constant. The second t&stte 5 is inspired by Shivdasani and Yermack (1999
who show that more powerful CEOs appoint fewer imalependent directors.

The OLS regression of Table 5, Column 1 showsttiefraction of independent directors increases if
passive institutional ownership increases. A orregg increase in passive institutional owners&aiated
with a 0.05 increase in independent directors. gther control variables do not have explanatorygrdiar
changes in board independence. Once we take tligenmous nature of institutional ownership into acto
and estimate IV regressions, changes in institatiomwnership do not explain changes in board inddpece
(Column 2).

Columns 4 and 5 show the results for the secongdthesappointment of new independent directors as
a fraction of board size. While the OLS regressidm$iot show an association between changes iivpass
ownership and new independent director appointmémdV regressions show that an increase in passi
ownership leads to fewer new independent direcforme standard deviation increase in passive asfiyer
(3.3) decreases the fraction of newly appointeepetsdent board members relative to the board §ide386
(0.39% x 3.3). Table 2 shows that the average fraction of neplyointed independent board members is
equal to 8%. Hence, relative to the sample avemgeg standard deviation increase in passive @hiwer
reduces the fraction of newly appointed directgrd®%. Regarding the control variables, we firat firms
that experience large increases in assets and tirabsire larger are more likely to appoint newrtioa
members.

If one is willing to believe prior results that shéhat CEOs have the power to capture long-standing
independent board members (for example, Mace (J98@n our results indicate that while formal
independence at the board level does not changgés ®Ecome more entrenched in that there are fesver n
independent board members appointed. Our reseltscasistent with the findings of Shivdasani and
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Yermack (1999), who show that if the CEO has manegy and may have more influence over the selection

process of board members, fewer independent diregid appointed.

4.2.3. Shareholder reactions to director appointtsemd increases in CEO power
We now examine how the documented changes in ganeenare greeted by shareholders. We analyze the
announcement returns of two governance changew/+dependent director appointments and the
accumulation of titles. We are careful to exclugp@ntment announcements if there are concurrent or
adjacent confounding events such as mergers anis#mns, publications of financial statements, or
shareholder meetings. We analyze the time peried afreporting change to form 8-K, the Exchange Ac
form for current reports. Since 2004, new direeopointments and changes to the titles of execoffieers
must be disclosed on a form 8-K within two busingsgs (with an automatic extension of two busitkss).
Because of this rule, we calculate cumulative ammabreturns over the window [-4, 0]. Day “0” of $hi
interval corresponds to the filing date of the f@K. Since the event takes place before the fitiate and is
often announced via press releases, we feel cantfidat our choice of interval captures the anneorent
return. We calculate abnormal returns using a CA#lll a Fama and French 4-factor benchmark adjusted
model. We follow Moeller, Schlingemann, and St@@5) and estimate the parameters of the modeig usi
daily data during the [-205, -6] window. Our resuibld if we estimate the benchmark models ovéoater
or longer period. We also tabulate results withbanchmark model (“raw” returns).

For new independent director appointments, we exatndth the cross-section and time-series. We
first ask whether shareholders react more negstiveen a firm appoints a new independent diredter a
exogenous increases in passive owners. Such #readuld be consistent with shareholders believiray
more powerful CEOs have more impact on the appa@ntraf new independent directors, compromising the
independence of the director (e.g., Shivdasani¥archack, 1999). Importantly, we control for changes
board size in the regressions. Yermack (2006) shioatssmaller boards are more effective. The amfulitif a

new director could therefore lead to shareholdarevdecreases that are independent of the quélibheo
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director that we seek to measure. Second, we asthehshareholder reactions differ for the sanm far
new independent director appointments before ated ah exogenous increase in passive investors.

Our tests for the accumulation of titles by the C&® more limited, because there are fewer
observations. For those, we estimate whether theumrtement returns to increases in CEO power arerlo
for firms with above median changes in passive @ghip than for firm with below median changes in
passive ownership.

Panel A of Table 6 shows the results for the anceoment returns to new independent director
appointments. Column 1 in Panel A shows the OL$assions. A change in passive institutional owriprish
negatively and significantly correlated with annoement returns. The larger the increase in passive
ownership, the lower is the announcement returgaREng the control variables, concurrent retumes a
positive and significant. If the firm performed Wigl the concurrent year, director appointment ameement
returns are more positive. Columns 2 to 5 showrtsieumental variable regressions. We find that an
exogenous one percentage point increase in paastiteitional ownership leads to 51 basis pointgdo
independent director announcement returns if nalreark model is used. In Column 3, we add the ohamg
board size as a control and find that the effecobres stronger. A one percentage point increaseirership
of passive institutional investors decreases appaint CARs by 65 basis points after we controbioard
size. The impact increases to 69 basis points ifiseethe CAPM to calculate CARs and to 66 basistpdf
we use the Fama-French 4-factor model. The effeetdonomically sizeable. The average (median)ifirm
that regression has a market value of $8.8 billb# billion) so that a CAR of minus 66 basis psireduces
firm value by $58 million ($18 million). The CAR mparable to the finding by Fich (2005) who shéwat
gray appointees to the board exhibit a negativeamcement return of 56 bps. Shareholders appds to
more reserved about the true independence of thairgpes after large changes in the shareholder bas
Shivdasani and Yermack (1999) show that when th® &Eon the nominating committee and has the
possibility to influence the selection process,dppointment returns for new independent board neesrdire
lower. We believe that our results are consistétit theirs, as it is likely that a more powerful Gthas more
possibilities to influence nominating decisiongla board. It is worth pointing out the first stagsults in
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Column 6. Although we need to use a shorter timmgédecause of data constraints, the relevancditiom
for our instruments is fulfilled, and the economiagnitude of the changes in passive institutiomaleyship
are large across index reassignments. Firms thtdtsfiom the Russell 1000 to the Russell 2000 egpee
an increase in passive ownership, and firms thatkvrom the Russell 2000 to the Russell 1000 erpee a
decrease in passive ownership.

Panel B of Table 6 shows time-series results. \tigése regressions, we examine the same firms and
ask whether the new director announcement returostp the index switch are different from the
announcement returns after the change. To conkisdiest, we only keep firms that switch the indéte
collect director appointments in the two years betbe index switch, the year of the switch, ad a&in the
year immediately after.

We find that before firms switch from the Russé€lDQ to the Russell 2000 index, the average CAR
for new independent director appointments is 0.84f78tat 1.40). After the stock moves to the RUsX#)0
index, the CAR is -0.793% (t-stat -1.14). Hence olsserve a statistically significant (p-value 0.@8kline in
director announcement returns for firms in whickgdee ownership increases because of an index
reassignment. An analysis of median CARs yields#rae conclusion. Before switching from the Russell
1000 to the Russell 2000 index, the median CARGZ &%, while after the index switch the CAR drops t
0.942%. A Wilcoxon rank-sum test confirms that tive are statistically different (p-value 0.08).

The findings are reversed for stocks moving indpposite direction. Before firms switch to the
Russell 1000 (and thus experience a decrease sivpasvnership), their independent director appoéntts
have an announcement return of -0.13%, statisfigadlistinguishable from zero. In the year of thtsh and
in the year after, the CAR increases to 1.073%aft-92). The corresponding median CARs are -G&117
before the switch and 0.299% after. We observecanamically large increase in director announcement
returns for firms in which passive ownership desesabecause of an index reassignment, althougst it j
misses statistical significance for means (p-valdd). The median difference is weakly statisticall
significantly different from zero (p-value 0.09)vérall, the observed changes are supportive of our
hypothesis. Investors assess that the increasddimbs by passive investors reduces monitoringraakies
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CEOs more powerful. These powerful CEOs in turrehaore impact on the appointment of new independent
directors and compromise the independence of theditector appointment$.Note that this finding is
consistent with our low-cost vs. high-cost monitgrhypothesis. Passive institutional investorseirtproxy
advisors monitor that the fraction of independergadors stays constant, but they do not have dpadity to
monitor the type of independent director who isaipizd.

In unreported regressions, we also examine hovekblders react to an accumulation of titles by
CEOs, for two different groups of firms. The figgbup of firms has experienced an above-mediangeham
passive institutional ownership, and the secondgias experienced a below median change in passive
institutional ownership. We find that announcemettrns for the first group of firms are econortlica
significantly lower than the announcement retuorgtie second group of firms. The results are sin@tross
the different specifications of cumulative returesw returns, market-model adjusted or Fama-Frdnfettor
model-adjusted). The market-model adjusted aveta#gRs for announcements that the CEO also becomes
chairman or president are a negative -0.829% lsignificant after above median changes in passive
ownership, and a positive 0.182% (statisticallygngicant) after below median changes in passive
ownership. The difference is economically large, lrcause our sample size is small at 144 annowerdem
it is not statistically significant. An analysis wiedian CARs yields the same conclusions. The auiElés
inconsistent with shareholders wishing that a gttooard of directors temporarily concentrates pawéhne
hands of the CEO to help the firm improve perforogrecause in that case the announcement return to
increases in CEO power would have been positiw aft increase in passive shareholders. The evédenc
more consistent with shareholders believing thatGEO is more entrenched after changes to thelshides

base and that the concentration of power has negatinsequences for firm performance.

4.2.4. Shareholder proposals

12\We show earlier that fewer new independent dirsajet appointed after increases in passive owiper€bnditional
on a turnover, Table 6 shows that new appointmé&mR<are negative. We believe that these resultaatre
contradictory. Loyalty to the CEO is rewarded withger tenure on average, but directors who mightbre critical of
the CEO are being turned over and replaced bytdireenore friendly towards the CEO, which causestbgative
announcement returns to new director appointments.
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We examine whether the number of governance refdtaceholder proposals changes after a change in
passive institutional ownership. This test is matid by the empirical finding that some well-divigesl
investors such as pension funds have actively sisaceholder proposals (e.g., Carleton, Nelson, and
Weisbach, 1998; Del Guercio and Hawkins, 1999) I8 &lshows the results. We estimate OLS and IV
regressions of the change in the number of G-imdieted shareholder proposals on changes in passive
institutional ownership. The OLS regressions dostaiw a relation between changes in the number of
shareholder proposals and changes in passive dvipetde IV regressions show a statistically sigaift
negative effect. As passive institutional owngushcreases, the number of governance related rsbides
proposals decreases. We note however that the effeconomically very small. Each 1% increasedssive
institutional ownership leads to 0.014 fewer shalddr proposals.

Overall, we do not find evidence that passive inagking institutional investors use a broad baske
of governance-related shareholder proposals méea.ddur evidence is not inconsistent with theifigd of
Carleton, Nelson, and Weisbach (1998) or Del Goaxoid Hawkins (1999). Both papers focus on a pastic
class of well-diversified investors, pension fun@sir focus is on changes in holdings by index tiragk
institutions, the motivations of which are liketylbe very different from those of pension fundspalp
Gormley, and Keim (2015) argue that institutiomalastors do not have to initiate shareholder pralsaé
they can convince companies to pre-empt such patgpasd implement changes before they come up for a

vote. They find evidence consistent with their angat, which could help reconcile their and our ifirgd

4.2.5. Merger and acquisition analyses

Jensen (1986) argues that one way manager-shageloolaflicts manifest is through value-reducing
acquisitions. Managers carry out these acquisiticihey can because they derive large personakgabm
empire building. Lang, Stulz, and Walkling (1991pyide supportive evidence for Jensen’s (1986)
conjecture. Mitchell and Lehn (1990) show that firmith a history of value reducing acquisitions are
themselves more likely to become takeover targétsir evidence is suggestive that new ownershibef
firm can reduce manager-shareholder conflicts pjaging inefficient or entrenched management. Masul
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Wang, and Xie (2007) show that managers of firnth Veiss effective corporate governance undertake mo
value destroying acquisitions. Hence, there arerdiial predictions and empirical evidence showhag

less oversight of managers might lead to worseisitigms. We therefore examine next whether marsager
sample firms in which passive ownership increaselsgovernance potentially worsens (because passive
owners have less incentives to monitor) carry altter reducing mergers and acquisitions.

We start by examining certain deal characterigifanerger and acquisition deals for firms with
different levels of passive ownership. Simple sumnssatistics show that firms with more passive
institutional ownership carry out more all stoclaldeand in general pay a higher fraction of thd dea
consideration in stock. Firms with above mediarspyasinstitutional ownership have a 1.8% higher
probability of an all stock deal (p-value 0.007)gray, on average, 2.6% more of the deal considart
stock (p-value of 0.002). These findings sugget fibms with more passive institutional ownership
undertake deals with characteristics that are lyscairelated with lower acquirer returns in thedature (see,
e.g., Betton, Eckbo, and Thorburn, 2008).

Panel A of Table 8 shows the results for the twp-@lanulative announcement returns to the 9,125
merger and acquisition (M&A) transactions of sanfplas between 1993 and 2010. Column 1 shows the
results from an OLS regression, and Columns 2dledv the results from instrumental variable regosess
with different sets of control variables and diéfet calculations of cumulative abnormal returndu@ms 2
and 3 use raw returns, Column 4 uses market-malfjigdtad returns, and Column 5 uses returns that are
adjusted with a Fama-French 4-factor model. We¥olMoeller, Schlingemann, and Stulz (2005) and
estimate the parameters used to calculate abnoetuahs over the [-205, —6] event window relatioehe
announcement day. Column 6 shows the first stagigeahstrumental variable regression. We emplegtaf
control variables that is standard in M&A CAR reggions (e.g., Masulis, Wang, and Xie, 2007; Mogller
Schlingemann, and Stulz, 2005; Fich, Harford, ar@hT2015). In particular, we control for deal
characteristics such as public or private statubetarget (relative to the omitted group of sdiasi),
method of payment, whether the transaction is difyéng, whether there are competing bidders andtiadr
the deal was hostile.
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Column 1 of Table 8, Panel A shows that a changmsive ownership is not correlated with CARs
in the OLS regression. Columns 2 to 6 show ecoraligiand statistically large effects once we use th
instrumented changes in passive institutional oslmipr A one percent increase in passive ownergligs to
0.32 to 0.38% lower M&A announcement returns, delpegnon the specification, and a one standard
deviation increase in passive ownership leads ¢otah% lower announcement returns. Multiplied wiith
previous year’s average market capitalization 08@3 billion, the coefficient estimate of 0.38%states
into an economically important value reduction @5$nillion. The result is robust to using a manketdel
(Column 4) or the Fama-French 4-factor model (Cailinto calculate cumulative abnormal returns.
Regarding the control variables, we find coeffitéetihat are similar to those reported in earligrepa (e.g.
Masulis, Wang, and Xie, 2007; Moeller, Schlingemeaamd Stulz, 2005). Deals with public and privateyéts
(relative to the omitted base group of subsidiargets), deals financed with more stock, and d=al$ed out
by larger acquirers have lower announcement ret@usfindings support the hypothesis that managers
firms with more passive ownership are less sultgeatonitoring by their shareholders and are thueemo
likely to engage in M&A transactions that reducarsiolder value.

In Panel B of Table 8 we analyze acquisition aneeurent returns of firms before and after these
firms switch from the Russell 1000 to the Russ@d@index or vice versa. We collect M&A announcemen
returns in the two years prior to the index switahg in the year of and the year after the inddtcbw
Column 1 of Table 8, Panel B shows that firms eifasib average M&A announcement return of 0.948% (t-
stat 2.87) before moving to the Russell 2000 inddter switching to the Russell 2000 index, thasa$
have an average CAR of -0.075%, statistically itdigiishable from zero. The difference (after mibe$ore)
is statistically significantly negative (p-valu®@7). We reach the same conclusion using mediafsr&the
index switch, the median CAR is 0.213%, while after index switch the announcements have a medidh C
of -0.246%. The difference is statistically sigo#t (p-value 0.014). After firms move from the Bels1000
to the Russell 2000 and experience an increasasisiye ownership, the announcement returns to M@
activity significantly decrease. If stocks movetie opposite direction, the findings are rever8sdore
switching, i.e. when these firms are part of tha$ll 2000 index, the average announcement regurn i
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0.069% (t-value -0.27). After joining the RussdlDD, the CAR increases to 1.258%, which is stati#iji
significant. The difference (after minus beforeivimen the two coefficients is statistically sigodintly
positive with a high level of confidence (p- vali®001). The corresponding figures for the median a
0.150% (before the switch) and 0.427% (after thigck The difference (after minus before) stays
statistically significant (p-value 0.006). Hencttieafirms experience exogenous decreases in assiv
ownership, their acquisition announcement retummove.

Overall, our results are consistent with our higistanonitoring hypothesis and provide important
new evidence that once monitoring becomes mordydq@st it is not easy for outside passive sharedrsltb
assess the quality of targets and continuously tootiie investment activities of their portfoliarfis),
passive investors have more difficulty monitorihg firm’s managers and these managers take adeantag
it.

Our results in Table 8 complement the recent figgliof Fich, Harford, and Tran (2015). Fich,
Harford, and Tran (2015) examine the role of aciatitutional owners with monitoring incentivesrimerger
and acquisition negotiations. In their sample dfljmto public deals, they focus on the importantéhe
ownership of monitoring institutions in thagetand show that more monitoring institutional owihgosn
the target firm pushes the target to negotiatghdrideal premium. As a consequence, the acquirer
announcement returns decre&sie. our paper, we concentrate on passive owneishilge acquirer. We test
the hypothesis that acquirer announcement retuewwaer because passive institutional investothén
acquirer do not monitor managers of the acquiririg &ind they undertake bad deals. The results loeTa

appear to support our hypothesis.

13 Fich, Harford, and Tran’s (2015) main focus isimstitutional ownership in the target, but theyoadalyze whether
monitoring institutional ownership in the acquiedfects the deal premium, deal completion, and anocement returns
and find no effect. Fich, Harford, and Tran (20&E)ue that in merger negotiations, shareholdetiseofarget have a
critical need of shareholder coordination and haeee bargaining power relative to shareholdersiefdcquirer.
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5. Robustness
We provide several additional tests that we holgviate concerns regarding the sample period, @uud on

index switchers, and our proxy for passive indtitugl investors.

5.1. Restricting the sample period to 1992 — 2006

We examine whether our results hold before Rugsetdduced the banding policy that altered the inde
assignment rules in 2007. With the new policy, Rlidseps a stock in its current index if the stock
experienced only a modest change in market cagtadn. While our estimation approach exploitsahtual
index switching stocks and, in turn, is immunehis banding policy, the number of index switchiirgis
decreases with the banding policy. In addition,liieding policy introduces noise in the otherwisaicrule
of index assignment based on raw market capitaizal herefore, we repeat our previous analysiseatt
the sample in 2006.

Our results are robust to the alternative sampiegeand some become stronger. The likelihood to
add or loose titles does not vary much across ssnphe coefficient estimate to become chairmdrbigp-
value 0.051) instead of 1.7, while the one for jglexst moves from 1.38 to 1.1 (p-value 0.169). Tdmults on
board independence do not change (estimate is hisBfad of -0.16 with p-value of 0.285). The inmtpafc
passive institutional investor changes on the twenof new independent board members becomes sirdig
increases from -0.39 to -0.56 (z-value -2.37). f@sult for acquisition announcements is virtualtghanged.
For example, the CAR estimated with a Fama-Frerfetibr model corresponds to -0.35% (p-value 0.033)

instead of -0.32%.

5.2. Restricting the magnitude of the change inkelacapitalization of switchers
Our identification comes from firms who switch frane Russell index to the other. The index switécts
the level of passive ownership and therefore allosvto study whether passive ownership triggeragésin

corporate governance. We identify the effect ofgjess in passive ownership on firms using 1,242 move
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from the Russell 1000 to the Russell 2000 and 1¢ihbshges from the Russell 2000 to the Russell {boo.
There is a potential concern that, by definitiorex switchers experience a change in market dizpifan
and that this change in market capitalization v&sahe exclusion restriction that the index swioly
influences governance through its impact on pasastéutional ownership. We first note that we trohfor
concurrent and past returns. Second, some of seultseare contrary to what one may expect undsr thi
concern: We observe that after decreases in meakdilization (and thus poor past returns), th©CE
increases his power. We nevertheless try to alieviee concerns and re-estimate our regressionsligy
using index-switching firms that changed by at n&i¥) ranks from one year to the next. The 500 rank
criterion is borrowed from Appel, Gormley, and Kgig015) who restrict in their analysis the bandWwiot
firms to minus 500 and plus 500 firms around thieinreconstitution threshold. The likelihood to e
chairman increases from 1.7 to 2.2 percentage dint the effect disappears for the likelihoothégome
president. There is no effect for board indepened@mcshareholder proposals. For the announcemenhse
of director appointments we find a virtually uncbed result. The coefficient estimate decreases fb66 to
-0.68 but maintains a p-value of 0.024. The effecM&A announcement returns continues to be negati
but ceases to be significant. Overall, we obsdraegome, but not all of our results hold in thizrenlimited
sample.

The robustness test in Section 5.2. points tananoon problem in all studies on index-reconstitution
driven changes in passive ownership. The experiisariéanest using tight bounds around the index
reconstitution threshold, but there are not thatyrfams that switch positions by only a handfulrafv
market capitalization ranks. Hence, the smallebtmedwidth, the lower is the number of observatiansl

the lower the precision of the estimate.

5.3. Usage of a modified Bushee (2001) measugaifgassive institutional ownership
We now compare our results to those obtained withesiser measure of passive institutional ownerdtip

redo our previous analysis using the (permanengsitor categories defined by Bushee (2001). Bugt@al)

“ These figures correspond to the overall samplegédompare Column 1 in Table 3).
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defines three categories of institutional investetgiasi-indexers, transient, and dedicated itigtital
investors. Most researchers use the category “ditidnvestors” to identify active institutional@stors
(e.g., Chen, Harford, and Li (2007)).We therefoeéiree our alternative measure of passive ownessigll
institutional ownership less dedicated investoss lgon-dedicated public and private pension fubdsguse
they also tend to be more active in monitoringhe Tikelihood to become chairman and presidenticoes
to significantly increase after an exogenous ireean passive institutional investors. Regardingrtlo
characteristics, we continue to find a statisticalgnificant decrease in new director appointmedtg
finding regarding the announcement effect for doeappointments remains economically sizable (aeht
-0.14), but loses statistical significance (p-valu&28). We continue to find a statistically sigraiht negative
effect for acquisition announcement returns (z-ataR.08). The overall takeaway is that some ofresults
are robust to the coarser measure of passiveutistil investors, but that for some tests thenitéfin of

passive institutional ownership can alter the stigtl significance of the results.

6. Conclusion

We find that an increase in passively managedtinigthal ownership appears to have consequencéisedor
governance of corporations. Our results indicat¢ tenagers become more powerful after exogenous
increases in passive institutional ownership. Weceatrate on areas that can be changed quicklyaafte
change in the balance of power in corporations.adars appear to be able to obtain more power by
accumulating more titles, and there are relatifelyer new independent directors appointed afteemses in
passive ownership. The corporate governance chamgelocument appear to have negative consequences

for firm value. Shareholders react more negatitelgnnouncements of new director appointments after

5 The emerging literature on index reconstitutioivelt changes in passive ownership agrees thatifidation comes
from Russel-indexes tracking institutions, but blagsen different ways to measure the fraction hglthese passive
investors (e.g., Appel, Gormley, and Keim, 2015rt&, Michenaud, and Weston, 2015; Boone and W20(E5). All
papers’ identification strategy, including oursbased on the assumption that the change in passiiteitional
investors’ ownership (in our case, 3%) caused byintHex reconstitution is important enough to lmgaized by
managers and shareholders and to shift the relptwer of the affected parties.
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increase in passive ownership. Executives aretatdarry out more value-destroying mergers and
acquisitions after exogenous changes in passiveship.

Recent literature shows that passive institutiomagstors engage successfully in relatively lowtcos
governance activities. Our paper adds to the titeesby examining managerial actions that are rddfieult
and costly to monitor for investors. Overall, ouidence suggests that passive institutional investay not
have the capacity for high-cost governance aatwithat require continuous monitoring such asefample,
the M&A activity of corporations. We note, howevthrat several of our results are sensitive to hassjve
institutional investors are defined. Also, becawseuse firms that switch the index for identificatj some of
the change in passive institutional ownership finais experience could be due to a change in their
performance. Despite these issues, the evidengeaesent suggests that an exogenous increase ingass

ownership weakens the corporate governance offibeted firms.
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Appendix A. Construction of the Russell indexes, validity of instrumental variables based on the annual
reconstitution of the Russell 1000 and 2000 indexes and details on the market capitalization calculations
The construction of the Russell indexes is baseith@ifollowing procedure. On the last trading daiay
each year Russell ranks all US stocks by theirmeanket capitalization. The largest 1,000 stockobecor
remain part of the Russell 1000 index. Stocks withnk between 1,001 and 3,000 comprise the RUZ3E0
index. The index weight that each stock receivdliwthe Russell 1000 and within the Russell 2G00 i
however not determined by the stock’s raw markpitabization. Russell Investments instead adjustsraw
market capitalization for shares not part of tleeffloat using a proprietary measure and then lzasithe
index weight based on the float-adjusted marketd#in the corresponding index. The index recdastin
including the assignment of new index weights tgiase in June.

The free float adjustment can lead to importarfedénces between a rank based on raw market
capitalization and a rank based on index weighis eikample, CNH Global had a raw market capitadtizat
rank of 412 in the index reconstitution year 20d06wever, the majority shareholder Fiat S.P.A. 898 of
the shares outstanding, and Russell Investmentsvesriat's stake in the free-float adjustment.réfure,
the Russell 1000 rank of CNH Global, based on famfjtisted index weights, was only 973 in 2010.

The two-step procedure outlined above makes usfate Russell 1000/2000 index reconstitution for
identification of exogenous ownership changes stlefhging. The economic argument for why passive
institutional ownership changes with an index riggseent is based on end-of-June index weights tked
on the basis of free-float adjusted market cap.ddteal assignment to the Russell 1000 or Rus8eD 2
index, where firms are close to each other andximuiglusion is locally random around the threshaid,
instead based on raw market capitalization weightse end of May.

The above example of CNH Global already indicates the free-float adjusted index weights within
each index are inappropriate for identificationalfree-float adjusted ranking, the lowest rankedks in the
Russell 1000 will be those that have the smallest float, i.e. they are more likely to have sgate
shareholders or significant inside ownership, wttike highest ranked stocks in the Russell 2000beilthose
that are the most liquid. Appel, Gormley, and Ké#a15), Mullins (2014) and Chang, Hong, and Liskov
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(2015) provide more details on this point. The {fileat adjustment leads firms at the bottom of hessell
1000 to have very different characteristics frorm§ at the top of the Russell 2000 which invalidatsndom
assignment close to the threshold. But also, mdotdys any sample selection that is based on inageights
(for example, carrying out an analysis using theéddmo 250 stocks in the Russell 1000 and the tops2&€ks
in the Russell 2000 based on index weights) islprotic for the same reasons.

A ranking based on the raw market capitalizatiomasprone to the same drawback. Because stocks
are only ranked by market capitalization, thenedgseason to suspect that there are systemataretiifes in
stocks that just fall above or below the threshb#t determines whether a firm is in the RussedO16r
Russell 2000. But it is important to stress thatkly assumption of the experiment is that theahcaunk and
index weight based on the free-float adjustmenbistoo different from the rank based on raw market
capitalization. To illustrate, suppose that a sassigned to the Russell 1000 with a raw markepoagion
of 999 neither has a large shareholder nor sigmfilmside ownership so that it moves after the-fleat
adjustment of all Russell 1000 stocks to a ranleth@s index weights of 750. At the same time, theks
with a raw market cap position of 1001 assigneithéoRussell 2000 has a large strategic sharehafder
moves to rank 1250. The difference in the indexgivs between positions 750 and 1250 will not blevage
as a difference between the index weights assigmstbcks at the rank of 999 and 1001, and thelesmal
difference means that the changes in the holdihgslex tracking institutional investors will be aiter, and
identification of exogenous changes in ownershiphe muted.

The second issue with using the index reassignamah experiment stems from the fact that
researchers do not have access to Russell's maagitalization ranking, and that perfectly recnegtihat
ranking from publicly available sources is not ploles Raw market capitalization calculations are
complicated for dual class firms with non-tradedrshclasses or firms with tracking stock. But beezal
researcher does not know the precise data souRasskll, which Russell keeps proprietary, it saiot

possible to rank single-class stocks very cloghedhreshold correctff. This problem is shared by all

% We know the actual index assignment of each sfrmtk data provided by Russell, and we can rankkstty our
measure of raw market capitalization and assigrkstto our hypothetical index. We can then isofitas which are
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researchers who use the Russell 1000 / 2000 iretexstitution as an identification strategy, arid this
problem that makes a standard regression discatytispoproach complicated (see Appel, Gormley, aeihK
2015; Crane, Michenaud, and Weston, 2015).

It is nevertheless important to calculate end-ofyMearket capitalization as precisely as possible to
rank order firms because one would like to know letge they were to maintaining or losing theirard
status. We follow the following procedure. We dowad the market capitalization from Capital I1Q ashef
last trading day in May each year. We drop thisveste if the reported shares outstanding are bélast of
the free-float adjusted shares reported by Russsthuse by definition free-float adjusted shasgmot be
smaller than the total shares outstanding. If #ite rom Capital IQ is missing or erroneous, wedega from
Compustat, following the procedure outlined in Gaddong, and Liskovich (2015). If neither data from
Capital 1Q nor data from Compustat are availabketake shares outstanding and prices from CRSte a&tnd
of May. If a stock has multiple traded classesswa the market capitalization of all permnos wite same
CRSP permanent company number. We believe thdiveeta other papers who have used a similar setup,
our market capitalization calculations are the edd$o what Russell actually does. In particulas important
to calculate market capitalization correctly fomtialass firms with non-traded classes of stockctvis not
possible if one calculates market capitalizationgi€RSP. Dual class firms are likely to have défa
corporate governance arrangements, and systerhatitatlassifying them could lead to a bias.

We produce several graphs to inspect the propetiesr raw market capitalization measure and its
implications for our experimental design. Fig. 2i@ins six graphs for a sample period from 19920106,
while Fig. 3 shows the same graphs for an extesdetple period of 1992 to 2010. We include a figare
both periods because Russell Investments introdileedew banding policy in 2007 which allowed firtos
maintain their index assignment if they just misseglthreshold. Fig. 2 is based on a sample péamiadich
there was a mechanical rule to assign the indexran allows the reader to evaluate how the sampl

properties changed during the more flexible peridt top left panel in each figure shows the frachf

according to our ranking in the Russell 1000 batéad ended up in the Russell 2000. The closegetseo the
threshold, the more likely one is to erroneousbigrs stocks to the wrong index.
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stocks in the Russell 2000 index. If our sortingalale was perfect, all stocks on the right sidéhefcutoff
would be part of the Russell 2000 index in Fig\2 find that this is almost the case, except foclst in the
bandwidth 1001-1025, in which 20% of the stocksRussell 1000 stocks. If we compare the top lefighaf
Fig. 2 with the same panel in Fig. 3, we find the fraction of stocks that are wrongly assigneddases, as
one would expect. We nevertheless see that beirigeoright side of the threshold strongly increabkes
probability of being included in the Russell 2000.

The top middle panel shows our market capitalizati@asure as a function of raw market
capitalization rank. Since we sort all stocks by raarket capitalization we do not find any discoaifies.
The top right panel follows the approach suggebietdee and Lemieux (2010) to plot the relative ritisttion
of observations around the cutoff of the forcingafale to detect any manipulations. We adapt ticeia for
repeated cross-sections and plot the index swigghiabability of firms around the cutoff of 1000as
diagnostic. The top right panel shows that the iramkased on raw market capitalization gives tigeeted
bell-shaped curve for the index switching probéb#i. Firms in the Russell 1000 index which becemaller
have an increasing probability of switching to Bwessell 2000 index in the next year, and Russ@020dex
firms that become larger have an increasing prdibabf switching to the Russell 1000 index. Thene
before banding (Fig. 2) is more pronounced in campa to the curve that covers the complete sapgi®d
(Fig. 3).

Since our analysis makes assumptions regardingwgaissive owners are affected by the experiment,
we also plot three different measures of instinaicownership around the index reconstitution thoébin
the three lower panels of Fig. 2 and Fig. 3. Wéuithe the holdings of Russell 1000 and 2000 trackiagsive
investors (left panel), the holdings by quasi-intlexking passive institutional investors accordimghe QIX
classification of Bushee (2001) (middle panel) #rashareholdings of all institutional investorsowteed to
file form 13f (right panel). We find that stockssjuncluded in the Russell 2000 index have arodchiore
passive institutional holdings. Interestingly, #aé& no such pronounced change if we plot theifraaif

shares held by quasi-index tracking institutiontherfraction of shares held by all institutionmaléstors.
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We believe that the conclusion from Fig. 2 and Bigs threefold. First, our market capitalization
ranking closely mirrors the unobserved ranking use&ussell Investments. Second, although the bgndi
policy introduced by Russell in 2007 dampens tiiecebf index switching somewhat, all our diagncsti
from the pre-banding period underlying Fig. 2 agply to Fig. 3, which makes us believe we cantlise
entire sample period in our research design. Thiedbelieve it is very important to identify preslig which
institutions actually track the Russell 1000 angs$all 2000 and are subject to index reconstitudidren
changes in ownership because otherwise the juropiirership is less pronounced. Just looking at all
institutions that are considered quasi — indexaxgsrthe active funds and passive index trackimgl$uof

large fund families, and also outright misclassifs®me funds known to be active.

Appendix B. Crawling data on director appointments and accumulation of titlesfor CEO

B.1. Crawling director appointment dates

We download SEC filings following the approachesadived in Garcia and Norli (2012) and Engelberg an
Sankaraguruswamy (2007). We obtain a list of neeatiors in a given year from IRRC/RiskMetrics.
Directors are considered new appointments if thiname appears for the first time in the prosformation
at a shareholder meeting date of a given firm.aidirms with new directors we search 8-K filintheat
include an item 5.02 paragraph. In item 5.02 paaigg, firms disclose information related to the (iBxture
of Directors or Principal Officers; Election of [itors; Appointment of Principal Officers;". We sgathe
item 5.02 paragraph for the new director's lasteaiie limit the search window to +15 days relativéhe
meeting date at which the name appeared first@natbtdays relative to the meeting date at whiehntme
was not mentioned. We merge the 8-K filings viaEneployer Identification Number (EIN) and the Caitr
Index Key (CIK) identifier to our sample. Firms dot need to file separate 8-Ks if they report tiferimation
on new directors in item 5 “Other Information" ol@-Q or as item 9B “Other Information" in a 10-Kckif
the appointment date is covered by the 10-Q or Hiakement. We do not use appointment dates freks10
and 10-Qs because they almost always also corttaén price-relevant information. For practicabilitye

truncate the lines analyzed in the item 5.02 tolir® and to a maximum of 32000 characters. ifetlaee
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several filings that contain a director's last nathe first filing likely contains the appointmemws.
However, we also manually check all item 5.02 paplys of our sample to verify their content.

We eliminate observations if the 8-K filing alsontains information on a merger and if there was a
non-independent director appointed concurrentliyaliy, we eliminate 8-K filings if the filing wasléd
within four calendar days of another 8-K, 10-K 6rQ statement or in the four calendar days around a
shareholder meeting. These restrictions yield a Sample of 2,138 different dates for 2,415 dédfer

directors.

B.2. Crawling data to identify when a CEO gaindases the title of president or chairman

We follow a very similar approach to collect datatbe appointment of CEOs as president or chairiém.
compile a list of CEO names from ExecuComp at titk@ each fiscal year. We collect all 8-K filinijsthe
two years before and the year after the fiscal gedrdate at which we observe the CEO name. Wéreequ
that the item 5.02 paragraph contains the CEQ'sitane and the word “CEQ" or “Chief Executive Oéfit

We also require that the text contains a descripifithe president or chairman of the board.
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Shareholdings by Passive Institutional Investoosiad the Index Reconstitution Threshold
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Fig. 1. The figure shows the level of passive institutiomahership by Russell 1000 and Russell 2000 index
tracking institutions. Each marker in the figureresponds to the average holding of passive inie&o a

bin of 25 stocks. The vertical line at 1,000 intksathe index reconstitution threshold. Stockfiéoléft of the
line are members of the Russell 1000, and stocksetoight of the line are members of the Rus<@0i(2
Sample period is 1992 to 2010.
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Russell Index Assignment and Passive Instituti@wahership, 1992 - 2006
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Fig. 2. The figure shows six graphs that support the valioli our empirical approach. The top left panel
shows the fraction of firms in the Russell 2000eixdhe top middle panel shows the (raw) market
capitalization around the index threshold, andttiperight panel shows the index switching probapillhe
three panels at the bottom show shareholdingsssiya Russell 1000 and Russell 2000 investors auadbi
(left panel), quasi-index tracking institutionav@stors (QIX) according to Bushee’s (2001) clasatfon
(middle panel) and all institutional investors tfikg form 13f (right panel). Stocks to the left thie vertical
index threshold line should be members of the RU¥8@0, and stocks to the right of the line arembers of
the Russell 2000. The sample period is 1992 to 2B06size is 25 stocks.
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Russell Index Assignment and Passive Instituti@wahership, 1992 - 2010

4 .6 .8
1 1 1

Fraction in Russell 2000
2
1

o -

s

X
XXXXXRRXK XXX

X
X

X
X
X

x|
x

XRXKKRKKKX
XX

500

T T T
750 1000 1250 1500

bin

5.5 6 6.5 7
1 1 1 1

5
1

Shareholdings by passive funds [%]

45

T T T T
500 750 1000 1250 1500

Fig. 3. The figure shows six graphs that support the valioli our empirical approach. The top left panel

bin

1
x

3000 4000

2000

Market Capitalization in Million
1000
1

0
1

X,

’("xxx

Xx
x‘(’""(xxx
x

T
500

T T T
750 1000 1250 1500

bin

42

40

36

Shareholdings by QIX institutions [%]
38
1

34
1

bin

T T T T
500 750 1000 1250 1500

.2 .3 4
1 1 1

Frequency to change index
1
1

o -

T
500

T T T
750 1000 1250 1500

bin

60 62 64 66
1 1 1 1

58
1

56
1

Shareholdings by 13f institutions [%]

T T T T
500 750 1000 1250 1500

bin

shows the fraction of firms in the Russell 2000eindhe top middle panel shows the (raw) market
capitalization around the index threshold, andtéiperight panel shows the index switching probapillhe

three panels at the bottom show shareholdingsssiya Russell 1000 and Russell 2000 investors auadbi

(left panel), quasi-index tracking institutionav@stors (QIX) according to Bushee’s (2001) clasatfon
(middle panel) and all institutional investors tfikg form 13f (right panel). Stocks to the left thie vertical

index threshold line should be members of the RU$880, and stocks to the right of the line aremhers of

the Russell 2000. The sample period is 1992 to 2Bit0size is 25 stocks.
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Tablel
Variable definitions.
The table contains the definition and data sofor&ey variables used in the paper.

Variable Definition Source

Firm variables

Market cap; Market capitalization ($ M), cshox prcc_f; Compustat

Return Monthly CRSP return aggregated over calendar in %,J[12,(1 +7,) — 1 CRSP

ROA, ib/ (0.5 x (at+ at1)) x 100 Compustat

Raw Market cap Estimate of market capitalizatisad by Russell to assign index membership Seerfgip A

Rank Rank of index constituents based on raw mardgitalization in May t Russell Investments
1-1000 = Russell 1000 index, 1001-3000 = Russ€lD20dex & Appendix A

AAssets (In(at) - In(at)) x 100 Compustat

Industry fixed effects Fama French (48) indusimynmies

Passive institutional investors  Sum of holdinggRRmgsell 1000 and Russell 2000 mutual funds and EME$

A Passive institutional investors The % change aredioldings of passive funds from the fourth quarte - 1

to the third quarterin t.

CEO positions

AChairman

APresident

Board characteristics

ABoard independence

New indep. board member/
board size

Shareholder Proposals

G-index proposal

Number G-index proposals

dEO&Chairman;t' ICEO&Chairman;t-l In %
CIEO&President;t‘ ICEO&President;t—i in %

Change of board independiente,
Number of new independeatd members / board size, in %

Number of proposal speaksby shareholder, x100
All proposals are collected at meeting dates batv@aptembeand August;
Acquisitions
Target public
Target private
Deal consideration
Hostile deal
Competed deal
Same industry
Relative size

Target is publicly listed (TargebfoStatus = "Public™)

Target is private (TargetPublit®ta "Priv.")

Percentage of payment in shares

Attitude equals “Hostile”

A competing bidder exists (Comp@iitider)

Target and acquirer share thetfusdigits of their primary SIC code

Value of transaction over markeitedization of buyer, measured
11 days prior to announcement, in %
All acquisitions are collected between Julpd dune t+1

Indicator variable equal to Gifndex proposal sponsored by shareholder, x 100

K. French's website
Antti Petajisto's website
& Thomson Reuters s12

ExecuComp
ExecuComp

Riskmetrics/IRRC
RiskmetRiRQ

Riskmetrics/IRRC
Riskmetrics/IRRC

SDC
SDC
SDC
SDC
SDC
SDC
SDC & CRSP

Kenneth French's websimtp://mba.tuck.dartmouth.edu/paqes/faculty/kenrfrédata library.html
Antti Petajisto’'s websitbttp://petajisto.net/data.html
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Table2
Summary statistics.

The table shows means, medians, standard de\8atimhnumber of observations for key variables.
The number of observations varies because of daitahility. The variable definitions and data stes
are given in Table 1.

Variable Mear Mediar SO N
Index variables, ownership, and firm charactersstic
Rawmarke cay. ($M) 309z 66E 8131 5671¢
Index weigh 0.0¢ 0.0 0.0¢ 5671¢
Passiveinstitutiona investor 5.4% 4.07 4.9¢ 5606¢
A Passive institutional investors 0.2¢ 0.2% 3.3C 4462
ROA 1.8C 3.8¢ 14.4¢ 51127
AAssets 13.51] 8.0t 28.2¢ 5091¢
CEO positions
CEO ischairmar 58.3( 100.0( 49.3] 2838
CEO ispresident 53.7( 100.0¢ 49.8¢ 2838:
A CEO is chairman 2.0z 0.0C 35.0¢ 2550¢
A CEO is president 2.6¢ 0.0C 36.91] 2550¢
Board characteristics
Boardindependenc 67.71 71.4:% 17.6¢ 2167
A Board independence 1.5¢ 0.0C 8.41 1794
Newindep.boardmember/boarc size 7.94 0.0C 10.21 1863:
Newindep.boardmembe 0.7¢ 0.0C 1.0Z 1863:
Shareholder proposals
G-indexproposa 6.4¢€ 0.0C 24.5¢ 1399:
NumberG-indexproposal 7.92 0.0C 33.4( 1399:
Deal characteristics
Targe public 0.25 0 0.4z 912¢
Targe private 0.42 0 0.4¢ 912¢
Dea consideratio 264¢€ 0 4054 912t
Hostile dea 0.00: 0 0.0t 912t
Compete dea 0.01C 0 0.10 912¢
Relative size 18.0( 6.8C 30.31 912t
Sameindustry 0.5¢ 1 0.4¢ 912¢
Announcement returns
Raw CAR -4, 0] directorappointmer 0.481 0.32¢ 5.8¢ 1991
CAPM CAR [-4, 0] directorappointmer 0.26¢ 0.06¢ 4.9¢ 1991
Fama French CAI[-4, 0] directorappointmer 0.34¢ 0.12¢ 4.9: 1991
Raw CAF [-4, 0] CEO power increas -0.56: 0.317 9.1¢ 144
CAPM CAR [-4, 0] CEO power increa -0.324 -0.09C 6.6€ 144
Fama FrenclCAR [-4, 0] CEO power increa -0.C13 -0.091 5.8¢ 144
RawCAR [0, 1] acquisitior 0.4¢4 0.282 5.40 912¢
CAPM CAR [0, 1] acquisitior 0.381 0.16€ 5.20 912t
Fama FrenclCAR [0, 1] acquisitior 0.36¢ 0.161 5.14 912¢
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Table3
Determinants of changes in passive institutionaé$tors and relevancy condition.

The table presents results from OLS regressiatetgrminants of percentage changes of passive
institutional investor ownership on explanatoryiahles and our set of instruments. Instruments are
indicator variables equal to one if a stock switcfrem the Russell 1000 to the Russell 2000 (11066
1200Q) or the Russef2000 to the Russell 1000 (110Q0> 1200Q) at the annual Russell index
reconstitution in May as well as the change in in@gk. Control variables are defined in Table 1.
Column 1 shows a regression of changes in pasgimership on the set of instruments for our entire
sample period (1993 to 2010). Column 2 shows aessjpn for the period 2004-2010. Column 3 shows a
regression for the entire sample period, but amiyuides firms that have complete coverage in
ExecuComp. Column 3 also includes a set of contadhbles that is representative for all tests. All
regressions include Fama and French (48) indusimyndes as well as year fixed effects. Standard®rro
are robust to heteroskedasticity and clusteredrbyy f-statistics are displayed below the coeffitée
Asterisks indicate significance at the 10% (*), %), and 1% (***) level, respectively.

1) (2) 3)
1100C.; — 1200¢ 0.27* 1,75 0.47***
(1.96 (7.99 (2.95
1200C;.; — 1100¢ -1.05%* -2.67F%* -1.36%**
(-9.60 (-13.17 (-8.73
(Rank - Rank.;) / 10C -0.16x** -0.12%** -0.17**
(-28.32 (-11.34 (-13.25
Returr, 0.07***
(10.60
Returr -0.00**
(-3.32
ROA -0.0C
(-0.76
AAssets 0.0C
(0.69
Market cay.; / 100( -0.0Z7***
(-10.12
N 44,627 18,162 22,422
adj.R? 0.081 0.11¢ 0.097
Industry dummie Yes Yes Yes
Year dummie Yes Yes Yes
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Table4
CEO power and passive institutional investors.

The table presents results from OLS and 2SLSunsntal variable regressions of the likelihood to
gain or lose the position of the chairman of tharddqaChairman, Columns 1 and 2) and president of the
company §President, Columns 3 and 4) on changes in holdiggsassive institutional investors. Control
variables are defined in Table 1. The sample peénidddes fiscal years from 1994 to 2010. Columns 1
and 3 show OLS regressions, and Columns 2 andw sistrumental variable regressions. Column 5
shows the results of the first stage of the instmit@l variable regressions. The regressions incluae
do not report, year dummies as well as Fama-Frgt&hindustry dummies. Standard errors are rolaust t
heteroskedasticity and clustered by firm. T/Z-stats are displayed below the coefficients. Askeris
indicate statistical significance at the 10% (%% $*), and 1% (***) level, respectively.

AChairman APresident
OLS v OLS vV 1% stagt
1) (2) 3) (4) (5)
APassive institutional 0.0 1,70+ 0.1 1.36*
investor (0.44 (2.63 1.74 (2.05
Returr; 0.02%** 0.01 0.01* 0.0C 0.01+**
(3.59 (0.92 (1.84 (0.13 (10.07
Returry, 0.0Z%** 0.0z**  0.01** 0.01 -0.00+*
(3.88 (3.13 (1.99 (1.53 (-2.18
A Assets 0.0s+** 0.04** 0.0z 0.01 0.0cC
(3.38 (3.03 (1.45 1.17 (0.29
Market cay.;/ 100( -0.0sx** -0.01 -0.0€x** -0.04** -0.02x**
(-2.90 (-0.73  (-4.19 (-2.25 (-12.67
11000.; — 1200Q 0.57**
(3.58
12000.; — 1100Q -1. 37
(-9.12
(Rank - rank._) / 10C -0.1ex**
(-13.03
N 2341z 23,41z 2341z 2341z 2341z
adj. R? 0.00¢ -0.017 0.00: -0.00¢ 0.09:
Kleiberger-PaagF-statistic 76.1¢
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Table5
Changes to the board of directors and passivdtditistial investors.

The table presents results from OLS and 2SLS ssignes of changes in board independence and the
fraction of new independent director appointmem€loanges in holdings by passive institutional
investors. Columns 1 and 2 show OLS and IV regoessisults of the changes in board independence,
defined as the number of independent directorsldd/by board size. Columns 4 and 5 show OLS and IV
regression results of the number of new indepenileatd members divided by board size. Columns 3
and 6 show the first stage regression resultseo281S instrumental variable regressions. Control
variables are defined in Table 1. The sample péandddes fiscal years from 1996 to 2010. The
regressions include, but do not report, year duremsewell as Fama-French (48) industry dummies.
Standard errors are robust to heteroskedasticitychustered by firm. T/Z-statistics are displayedlv
the coefficients. Asterisks indicate statisticghéiicance at the 10% (*), 5% (**), and 1% (***)Vel,
respectively.

ABoard independence New indej. directors / board si:
OLS vV 1° stagt OLS vV 1% stagt
1) (2) 3 4) (5) (6)
APassive institutional 0.05** -0.1¢ 0.0C -0.39*
investor (2.22 (-0.81 (0.02 (-1.84
Returr; -0.0C -0.0C 0.01*** -0.0C 0.0C 0.01%**
(-1.10 (-0.11; (7.99 (-0.54 (0.78 (8.21
Returry, -0.0C -0.0C -0.00%*** -0.0C -0.0C -0.00***
(-0.51; (-0.45 (-3.33 (-1.35 (-1.25 (-3.45
A Assets -0.0C -0.0C -0.00* 0.02*** 0.02**  -0.00*
(-0.54 (-0.60 (-1.96 (3.46 (3.37 (-1.95
Market cay.; / 100( 0.0C -0.0C -0.01%** 0.03*** 0.02***  -0.01***
(0.28 (-0.37 (-10.02 (4.30 (3.38 (-9.55
1100Q.; — 1200Q 0.56*** 0.58***
(3.18 (3.30
1200Q.; — 1100Q -1.28*** -1.30%*
(-8.25 (-8.52
(Rank —rank_) / 10C -0.17%x* -0.17%x*
(-9.99 (-10.30
N 16,751 16,751 16,751 17,361 17,361 17,361
adj. R? 0.01: 0.007 0.08¢ 0.03¢ 0.01¢ 0.09:
Kleiberger-PaagF-statistic 49.16 52.2i
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Table6
Shareholder reactions to new board appointments.

Panel A shows OLS and IV estimation results ofesgions of the announcement return of appointing
a new independent director to the board on chaingesldings by passive institutional investors and
control variables. Columns 1 to 3 show resultcfonulative raw returns. Column 4 shows results for
cumulative market-model adjusted returns, and ColGrahows results for cumulative Fama-French 4-
factor model adjusted returns. We calculate theutative abnormal return over the event window [-4,
0], where day 0 is the filing date of the form &He&t discloses the director appointment. Columhds
first stage regression results of the 2SLS instnialevariable regressions of Columns 3-5. Control
variables are as defined in Table 1. The regressiaiude, but do not report, year dummies as agll
Fama-French (48) industry dummies. Standard eamarsobust to heteroskedasticity and clustered by
firm. T/Z-statistics are displayed below the cagéints. Asterisks indicate significance at the 180
5% (**), and 1% (***) level, respectively. The Kleérgen-Paap-statistic is from the (unreported) first
stage of each of the IV regressions. Panel B shesigts only for firms that switch the Russell irde
The panel reports cumulative Fama-French 4-factmtehabnormal announcement returns to director
appointments in the two years before the switcH,@mpares them with the announcement returns of
director appointments in the year of and the yéar the index reassignment. The sample includes
announcements between 2004 and 2010.

Panel A: Announcement returns of new independeettdirs (CAR[-4,0])

Benchmark mod: Raw Raw Raw CAPM FF
Regression tyr oLSs v v v v 1s
- . (@D)] (2) (3) (4) (5) (6)
APassiv institutiona investor -0.10** -0.51** -0.65** -0.69** -0.66**
(-2.34 (-2.00 (-2.02° (-2.36) (-2.44
Numbe of director: appointe: 0.74* 0.67** 0.5: 0.41 0.3¢ -0.22
(2.34 (2.122 (151 (143 (1.33 (-1.18
Appointment between Janu and June -0.0¢ -0.1¢ 0.01 -0.C2 -0.27 -0.2¢
(-0.300 (-0.58 (0.04 (-008 (-1.06 (-1.61
ABoarc size 0.1z 0.09 0.0t 0.11
(0.89° (0.79) (0.45 (1.51
Returr 0.01** 0.01** 0.02*** O0.C1*** 0.01** 0.01**
(2.122 (2.49 (2.95 (2.52) (2.78 (2.62
Returr._; -0.0C -0.0C -0.01 -0.CO -0.0C -0.0C
(-0.79° (-0.90° (-1.31° (-0.7d (-1.10 (-1.25
AAsset: -0.0C -0.0C -0.0C -0.0C -0.0C -0.0C
(-0.21 (-0.30 (-0.15 (-0.16) (-0.28 (-0.89
Market cay.. / 100( -0.0C -0.0C -0.0C -0.0C -0.01 -0.0C
(-0.34 (-0.59° (-0.22° (-0.24) (-0.71° (-0.91
1000.; — 1200Q 2.20***
(2.84
[2000.; — 1100Q -2.52%**
(-4.44
(Rank - rank._;) / 10( -0.0¢
(-1.34)
N 1,991 1,991 1,794 1,794 1,794 1,794
adj.R? 0.007 -0.07¢ -0.10¢ -0.173 -0.16€¢ -0.007
Kleiberger-PaagF-statistic 11.5¢ 9.7 9.C7 9.(7
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Panel B: Announcement returns of new independeattdir appointments before and after

index switch
FaméeFrench CAR-4, 0]

Russell 100(-> Russell 200 | Russell 200(-> Russell100(¢

meau mediar meai mediar
Pre-switch 0.847 0.678 -0.13( -0.417
t-value 1.4C -0.2¢
Pos-switch -0.79: -0.94: 1.07: 0.29¢
t-value -1.1¢4 1.92
p-value for differenc  0.081 0.07¢ 0.11: 0.09(
N 144 19¢
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Table7
Changes to the number of shareholder proposalpassive institutional investors.

The table presents results from OLS and 2SLSunsntal variable regressions of changes in the
number of shareholder proposals submitted to thealrmeeting on changes in holdings by passive
institutional investors and control variables. Gohs 1 and 2 show OLS and IV regression resulteeof t
changes in the number of submitted proposals. I8 shows first stage regression results of thes2S
instrumental variable regression. Control variablesdefined in Table 1. The sample period includes
years from 1997 to 2005. The regressions includeglb not report, year dummies as well as Fama-
French (48) industry dummies. Standard errorsavast to heteroskedasticity and clustered by firm.
T/Z-statistics are displayed below the coefficieAtsterisks indicate statistical significance a 9%

(*), 5% (**), and 1% (***) level, respectively.

Changein numberof shareholdeproposals [%

OLS v First stag
1) 2) 3)
APassive institutional  -0.1( -1.14x
investor (-1.00 (-1.82
Returr; -0.01 0.0C 0.01+**
(-0.95 (0.38 (7.67
Returr,., -0.01 -0.0C -0.0C
(-0.88 (-0.49 (-1.56
ROA 0.0z 0.0z -0.0**
(0.72 (0.63 (-2.05
A Assets 0.04* 0.04+* -0.0C
(2.43 (2.42 (-0.73
Market cay../ 100( -0.0z* -0.05** -0.02F*=*
(-1.66 (-2.30 (-9.84
11000.; — 1200Q 0.4¢**
(2.33
12000.; — 1100Q -1.1Exx*
(-7.16
(Rank - rank._) / 10C -0.18&*=
(-8.78
N 10,94¢ 10,94¢ 10,94¢
adj.R? 0.001 -0.01¢ 0.02¢
Kleiberger-PaagF-statistic 36.5¢
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Table8
Shareholder reactions to acquisition announcements.

Panel A shows OLS and IV estimation results ofesgions of the cumulative announcement
return of announcing an acquisition on change®idihgs by passive institutional investors and omint
variables. Cumulative abnormal returns are caledlatver the event window [0, 1], where day O is the
announcement date thfe acquisition. Cumulative returns are calculatsidg raw returns (Columns 1-3), market-
model adjusted returns (Column 4) and Fama-Frerfelctér model adjusted returns (Column 5). Colunghéws
first stage regression results of the 2SLS instntailevariable regression of Columns 3-5. Contralalgles are as
defined in Table 1. The regressions include, butatareport, year dummies as well as Fama-Frer@hidustry
dummies. Standard errors are robust to heteroskeithaand clustered by firm. T/Z-statistics aispiayed below
the coefficients. Asterisks indicate significant¢he 10% (*), 5% (**), and 1% (***) level, respecely. The
Kleibergen-Paap F-statistic is from the (unreporfedt stage of each of the 1V regressions. P&nshows results
only for firms that switch the index. The panelagp Fama-French 4-factor cumulative abnormal ancement
returns to acquisitions in the two years beforesthi#gch, and compares them with the announcemamnteof
acquisitions in the year of and the year afteritidex reassignment. Panel A includes announcenfiemts1993 to
2010, while Panel B covers 1992-2010.

Panel A: Announcement returns to acquisition anweaments (CARJ[O, 1])

Benchmark mod Raw Raw Raw CAPM FF
Regression type OLS v v v \Y 1st
(1) @) 3 4) ) (6)
APassiveinstitutional -0.01 -0.35**  -0.38** -0.32** -0.32**
investor: (-0.61 (-2.100  (-2.31 (-2.08' (-2.10'
Target publi 2.2 xk* -2 . 23xxx 22,330 2 26%*  _0.0¢
_ (-11.50 (-11.32 (-12.37  (-12.12  (-0.52
Target privat -0.39%* -0.39%** -0.35%*  -0.31** -0.01
_ _ (-2.92' (-2.83 (-2.71 (-2.39° (-0.18
Deal consideratic -0.01%** -0.01%** -0.01**  -0.01**  0.00*
_ (-3.90° (-3.46 (-3.65' (-3.75 (1.81
Hostile dee 0.57 0.7¢€ 0.7¢ 0.77 0.5¢€
(0.57 (0.69 (0.67 (0.69 (0.83
Competed de -0.3¢ -0.37 -0.1¢4 -0.2¢ -0.0z
_ (-0.62' (-0.66 (-0.25' (-0.43 (-0.08'
Same industt 0.1€ 0.1¢ 0.29** 0.27* 0.11
o (1.17 (1.42 (2.20 (2.10 (1.32
Relative siz 0.0C 0.0C 0.0¢ 0.0¢ 0.0¢
(1.50' (1.56 (1.59 (1.34 (1.01
Returr 0.01%** 0.01***  0.01*** 0.01%*  0.01** 0.01%**
(3.44 (3.55 (4.05 (4.25 (3.66 (4.82
Returr_, 0.0C 0.0C 0.00* 0.00* 0.0¢ -0.0¢
(1.17 (1.42 (1.72 (1.75 (1.48 (-0.50°
AAsset: -0.0C 0.0C 0.0C 0.0¢ 0.0¢ 0.0¢
(-0.19° (0.27 (0.56 (0.63 (0.55 (1.46
Market cay.; / 100( -0.01** -0.04%**  -0.02%** -0.01** -0.02** -0.02%*+
(-2.39 (-5.56  (-3.10 (-2.12 (-2.30' (-5.86
1200C,; — 1200C, 0.0F
(0.13
|200Ct_1 - |100Ct -1.27%**
-4.09
(Rank - rank.;) / 10C -061665*7**
N 9,12t 9,12 9,12t 9,12¢ 9,12t 9,12
adj. R ~0.04¢ -0.047  -0.02: -0.00¢ -0.00¢ 0.04:
Kleiberger-Paa| F-statistic 16.6: 16.9¢ 16.9¢ 16.9¢
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Panel B: Announcement returnsacquisitionannouncementbefore and after index swit (Fame-

French CAR [0,1])

Russell 100(-> Russell 200

Russell 200(-> Russell 100

mear mediar meau mediar
Pre-switch 0.948 0.212 -0.069 0.15C
t-value 2.87 -0.27
Pos-switch -0.C75 -0.24¢ 1.258 0.427
t-value -0.25 6.4
p-value for difference 0.Cc27 0.014 0.00¢ 0.0(6
N 818 1861
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